BRANCH AL & GAS O
| BLA 95-699 Deci ded June 17, 1998

Appeal froma Decision of the Associate Drector for Policy and
Managenent | nprovenent, Mneral s Managenent Service, affirning Denand
Letter to pay additional royalties on onshore natural gas producti on.
MVE- 92- 0030- RG

Afirned.

1 Federal Q| and Gas Royal ty Managenent Act of 1982
Royalties--Q| and Gas Leases: Royalties: General ly

Wien there is no market for ungat hered/ unconpressed
natural gas at the wellhead and the initial purchaser
gathers, conpresses, and resells the gas, the royalty
val ue of the gas produced fromthe | ease nust be based
on the price received upon resale, wth no deduction
for the costs incurred by the purchaser to condition
the gas for resal e.

APPEARANCES Gary G Broeder, Esq., Bllings, Mntana, for the Branch Q|
& Gas onpany; Sarah L. Inderbitzin, Esq., Peter J. Schaunberg, Esg.,
Howard W (hal ker, Esg., Geoffrey Heath, Esg., Lisa K Henmer, Esq., dfice
of the Solicitor, US Departnent of the Interior, Véshington, DC, for
the Mneral s Managenent Servi ce.

(PN ON BY ADM N STRATI VE JUDEE KELLY

Branch Q| & Gas Gonpany (Branch) has appeal ed froma June 12, 1995,
Deci sion of the Associate Drector for Policy and Managenent | nprovenent,
M neral s Managenent Service (M), denying its appeal froma Novenber 7,
1991, Qder of the Chief, Gfice of Sate and Tribal Program Support
(CBTPS), Royalty Conpliance Dvision, MMB requiring it to pay additional
royal ties of $5,657.57 wth respect to natural gas production fromits
Federal oil and gas | eases, Nbs. 053-027079-A and 053-027177-A situated in
Tool e Gounty, Mbntana. CSTPS concl uded that Branch had i nproperly val ued
the natural gas for royalty purposes during the period fromFebruary 1,
1979, through June 30, 1987.
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Al of the natural gas at issue was sold by Branch, at the wel | head,
i n an ungat her ed/ unconpressed state to the Cascade Gas Gonpany (Cascade),
under a gas purchase contract. Cascade, a corporation originally fornmed by
Branch and other working interest owners in the sane field as the two
Federal |eases, gathered and conpressed the gas for resal e to the Mntana
Power Gonpany (MPQ under a separate gas purchase contract. In calcul ating
and payi ng royalty, Branch based the val ue of the gas on the initial sales
price paid under its contract wth Cascade, not the resal e price pai d under
Cascade' s contract wth MPC

Based on an audit by the Montana Departnent of Revenue, CSTPS
concluded in its Oder that Branch had inproperly val ued the gas accordi ng
totheinitial sales price, rather than the resal e price wth no deduction
for the costs incurred by Cascade to gather and conpress the gas. CBIPS
reasoned that, regard ess of whether such costs were incurred by the | essee
or by athird party on the | essee's behal f, they were properly included in
the royalty val ue of the gas, since they were necessary to render the gas
nar ket abl e.

Branch appeal ed fromCSTPS Qder to the Drector, M, contendi ng
that MVE was est opped fromseeki ng paynent fromBranch because (1) MG
failed to collect fromGCascade, the responsi bl e payor, any anount due, (2)
that MMB was barred by the statute of limtations, set forth at 28 US C §
2415(a) (1994), fromcollecting an additional royalties which had becone
due nore than 6 years prior to its Novenber 1991 Qder, and (3) that the
Branch- Cascade wel | contract price established the val ue of gas for royalty
pur poses.

In her June 1995 Decision, the Associate Drector addressed each of
Branch's argunents, concl udi ng that CSTPS had properly determned that
Branch owed additional royalties based on a proper val uation of the gas
produced fromits | eases. Branch appeal ed her Decision to the Board.

Inits Satenent of Reasons (SOR), Branch contends that, in
determning the fair narket val ue of the natural gas produced fromits
Federal |eases at the well head, MVB i nproperly concl uded that the narket
for the gas was determned by the subsequent resal e fromCascade to MPC
downstreamof the well head, rather than the initial sale fromBranch to
Cascade at the wellhead. It maintains that it properly val ued the gas
according to the "actual fair narket val ue of the [gas] at the wellhead, "
i.e., theinitia sales price received by it under its purchase contract
wth Cascade, with no deduction for its own narketing expenses. (SR at
4.) Branch asserts that MM inproperly required it to val ue the gas
according to the subsequent resal e price recei ved by Cascade under its
purchase contract wth MPC thus requiring it to include the expenses
incurred by Cascade to gather and conpress the gas for the purposes of that
resale. Branch argues that MMB requirenent does not conport wth
appl i cabl e case law citing Galifornia Gonpany v. Wall, 296 F.2d 384 (D C
dr. 1961) and Shoshone Indian Tribe v. Hdel, 903 F. 2d 784 (10th Qr.
1990) .
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Branch al so asserts that any doubt regardi ng whet her the sal es price
recei ved fromCascade represented an armis-length contract price was
dispelled by the fact that it was "equal to or greater than the price being
paid to any other producer for like quality gas produced in the sane
field." (SRat 3.) Thus, it argues that the sales price conported, in
two inportant respects, wth the requirenents of 30 CF. R § 206. 103
(1987), which provides that due consideration be given to the price
recei ved by the | essee and the highest price paid for like quality
production fromthe sane field. By contrast, Branch avers, M6 not only
failed to take these factors into consideration, but required Branch "to
pay royalty upon a val ue of the production whi ch Branch never received and
was never entitled to receive pursuant to the terns of the Branch/ Cascade
gas purchase agreenent.” (S(Rat 4.)

[1] It is well established that M6 has consi derabl e |atitude, under
30 US C 8§ 226(b) (1994) and Departnental regul ations, in determning the
proper val ue of production, fromFederal oil and gas |eases, for royalty
purposes. Hoover & Bracken Energies, Inc., 52 IBLA 27, 33 (1981), rev'd,
Hoover & Bracken Energies, Inc. v. US Departnent of the Interior, Nb.
81-461-T (WD kla. Nov. 18, 1981), rev'd, 723 F.2d 1488 (10th dr. 1983),
cert. denied, 469 US 821 (1984). During the relevant tine peri od,
Departnental regul ations broadly stated that the val ue of production

shal | be the estinated reasonabl e val ue of the product as
determned by [ M due consideration being given to the hi ghest
price paid for a part or for a mgority of production of |ike
quality in the sane field, to the price received by the | essee,
to posted prices, and to other rel evant natters.

30 CF.R § 206.103 (1987).

It is also well established that a lessee is required to pl ace natural
gas produced fromFederal |l y-1eased | ands in a narketabl e condition,
i ncluding gathering and conpressing it, at no cost to the Federal
Gvernment. 30 CF. R 8§ 206.106(b) (1987); 43 CF. R 8§ 3162.7-1(a) (1987);
Mesa (perating Limted Partnership v. US Departnent of Interior, 931 F. 2d
318, 324-25 (5th Ar. 1991), cert. denied, 502 US 1058 (1992). Thus,
where the | essee incurs the costs of gathering and conpressing the gas in
order to place it in a narketable condition, it nmay not deduct such costs
fromthe sales price for the purpose of royalty val uation. Shoshone Indian
Tribe v. Hodel, 903 F.2d at 788.

Mbreover, a | essee remains obligated for such costs where it sells the
gas to a purchaser which gathers and conpresses it to place it in a
narketabl e condition for resale. RE Yarbrough & G., 122 | BLA 217, 218,
220-21, 223 (1992). That is the case here. It is well settled that
natural gas produced fromFederal |eases nay be val ued for royalty purposes
according to the price recei ved on the subsequent resal e of the gas, where
the gas initially sold was not conditioned for narket. RE Yarbrough &
G., 122 IBLA at 223,
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In the present case, there is no evidence that the gas coul d have been
narketed at the wellhead in its ungat hered/ unconpressed state. Rather,
Branch admtted inits initial appeal that the gas woul d not have sol d but
for the fact that it was sold to a conpany affiliated wth the seller
(CGascade), which then gathered and conpressed it before selling it to MPC

After discovery of the natural gas reserves, [Branch] and
the other operators in the area approached the only end user
pi pel i ne conpany in the area, The Mntana Power Gonpany ("MPC'),
concer ni ng wel | head gas purchase contracts for the gas. MPC was
buying like quality gas fromsimlar wells under wel | head gas
pur chase contracts fromcertain other operators in the general
vicinity. Inthis instance, however, MPC s response was that it
consi dered the vol unes of gas too small and the reservoir
pressures too lowto justify risking the capital necessary to
construct the gathering Iines and gas plant whi ch were necessary
to gather, dehydrate and conpress the gas. Thus, no narket
exi sted for the gas in question.

MPC di d advi se [Branch] and the other operators that, if
they, or sone part of the operators, were wlling to risk the
capital to construct the gathering lines and gas plant, MPC woul d
be wlling to purchase the gas at the downstreamend of the gas
pl ant under a delivered gas purchase contract. Wiile nany of the
operators in the area were unable or unwilling to risk the
capital necessary to create a narket for the gas, [Branch] and
certain other parties thereafter forned a corporation, Cascade
Gas Qonpany ("Cascade"), and invested in excess of $1, 500, 000. 00
to construct the gathering systemand gas plant. * * * The high
risk capital investnent by Cascade created a narket for the gas
inthe area in question.

(SR (MVB-92-0030-G at 1-2 (enphasis added).)

Before the Board, Branch asserts only that it coul d effect delivery of
the gas to Cascade w t hout gathering/conpressing the gas. Delivery and
even a sale of gas do not establish that the gas coul d have been nar ket ed
in its ungat hered/ unconpressed state. See Texaco Inc., 134 |BLA 109, 115
(1995). Branch does not dispute the fact that (other than Cascade) it did
not have a narket for the gas in that state. Cascade, however, did not
represent a true narket. As we recently stated, in identical
circunstances, in Branch Ol & Gas ., 143 I BLA 204, 206-07 (1998):

[Al narket for [ungathered/ ]unconpressed gas can be said to exist
only where there is an "establ i shed demand" for that gas.
Gilifornia . v. Wall, 29 F.2d at 388. * * * [Cascade] cannot
represent that an established demand for that gas existed when

t he evi dence shows that Branch and others created [ Cascade] for

t he specific purpose of buying and then narketing what was

ot herw se unnarketabl e gas. See Xeno, Inc., 134 IBLA 172, 183
(1995).
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Further, it is undisputed that gathering/ conpressing the gas was necessary
inorder to narket the gas to MPC which represented the established denmand
for the gas.

Thus, we find that Branch's gas was not in a narketabl e condition when
it energed fromthe wel lhead; it was narketable only after the gas was
gathered and conpressed. As indicated above, the fact that this function
was perforned by Cascade and not Branch does not affect whether the costs
of doing so are properly borne by the I essee and included in the royalty
value of the gas. See RE Yarbrough & . 122 |BLA at 221. Therefore, we
concl ude that MVB properly used the resale price for the gas, wth no
deduction for the costs incurred to gather/conpress it, rather than its
initial sales price.

Branch next argues that MMB is estopped to pursue the coll ection of
additional royalties fromit because M had failed to properly seek such
paynent first fromthe responsi bl e payor. Branch naintains that Cascade is
that payor and that MVB declined to pursue it, erroneously believing that,
since its corporate structure had been involuntarily dissol ved by the Sate
of Montana in 1989, MVB coul d not seek paynent fromit. Branch asserts
Cascade, which was still in existence under Sate | aw for purposes of
wnding up its corporate affairs, was properly responsible for the paynent
of all of theliabilities it had already incurred, including its Federal
royalty obligation. Branch concludes that it shoul d be hel d account abl e
only if Cascade is found liable for the claimand is unable to pay it.

V¢ reject Branch's contention that MVB was required to pursue the
collection of additional royalties first fromGCascade. Ve find no
authority to that effect, nor does Branch cite any. As the Associate
Drector properly found, Branch, as the Federal lessee, is ultinmately
responsi bl e for the paynent of any and all royalties that cane due as a
result of the production of natural gas fromits lease. 43 CF.R 8§

3162. 3(a) (1987); Jerry Chambers Exploration (., 107 | BLA 161, 163 (1989).
Thus, MVB was clearly entitled to pursue Branch for the collection of any
additional royalties |ater determned to be due.

Fnally, Branch contends that MMBis barred by 28 US C 8§ 2415(a)
(1994), frompursuing admnistrative clains for additional royalties that
becane due nore than 6 years prior to GSTPS Novenber 1991 O der denandi ng
paynent of such royalties.

The Associate Drector properly found that MG is not barred from
determning the lessee's underlying liability and otherw se pursuing an
admnistrative claimfor additional royalties even where, at the tine of
CBTPS Novenber 1991 O der, nore than 6 years had el apsed since the
production occurred and the royalties becane due. That has been the
| ongst andi ng hol ding of the Board, and it has not been overturned by any
Federal court. See Texaco Exploration & Production, Inc., 140 | BLA 282,
284-85 (1997). W find nothing to the contrary in Phillips v. Lyjan, 4
F.3d 858 (10th dr. 1993), cited by Branch.
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To the extent Branch has rai sed argunents not addressed herein, they
have been consi dered and rej ect ed.

Accordingly, pursuant to the authority del egated to the Board of Land
Appeal s by the Secretary of the Interior, 43 CF. R 8§ 4.1, the Decision
appeal ed fromis affirned.

John H Kelly
Admini strative Judge

| concur:

Janes L. Burski
Admini strative Judge
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